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Appear ances:

For Appel | ant: Lawr ence |. Tannenbaum
Attorney at Law

For Respondent: Gace Lawson
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OP1 NI ON'

This appeal is nmade pursuant to section 256661/
of the Revenue and Taxation Code frontt he action of the
Franchi se_Ta%< Board orgI t he prot e?t 01; Sarg_ EI_I|s|St ore,
Inc., agaai nst proposed assessments o l.tiona
£ranchise tax in the anounts of $769, %ﬂ,gbo, and $3, 367
for the income years ended June 30, 1979, June 30, 1980,
and June 30, 1981, respectively.

I/ Unless OTNErwi se specified, all section references

are to sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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Appeal of Sam Ellis Store, Inc.

The issue presented for decision is whether
respondent abused its discretion in reconputing a
reasonabl e addition to appellant's, bad debt reserve.

_ ellant is a California corporation engaged
in the retall department store business. It is an
accrual -basi s taxpayer which has selected the reserve
nethod 'of accounting for its bad debts. Appellant's
retail operations are located in Calexico, a town close
to the Mexican border, and a large portion of its sales
are to Mexican custoners. Collecting delinquent accounts
from these customers is a continuing problem since
appel l ant cannot sue them for payment.

_ During the years at issue, and for sone tine
grlor to those years, the Mexican econony was unstable.

he government deval ued the peso in 1976 "and 1982.
Because of this situation, appellant increased its
clainmed additions to its bad debt reserve during the
years at issue. Respondent determ ned that appellant's
additions were excessive and reconputed the additions
using the formula derived fromthe decision in Black
Mtor Co. v. Conm ssioner, 41 B.T.A 300 (1940), affd. on
ot her grounds, 175 F.2d 977 §6th Cr. 1942). Respondent
| ssued proposed assessnents disallow ng part of appel-
| ant' s deductions and affirmed those assessments after
con3|der|nP appel lant's protest. Appellant then filed
this appeal.

Section 24348 provides, in part: *fhere shall
be allowed as a deduction debts which beconme worthless
within the income year; or, inthe discretion of the
Franchi se Tax Board, a reasonable addition to a reserve
for bad debts." By its election to use the reserve
met hod for deducting bad debts, appellant has chosen to
subj ect itself to the reasonable discretion of respon-
dent. (Union National Bank and Trust ¢e.. of Elgin v,
Commissioner, 20 [.C. 545 543 (1 ; Appea
Livingston Bros., Inc., cal, st. Bd. of "Equal.,; Oct. 184,

857.) Because of the express statutory discretion given
respondent, the burden of proof on appéllant in over-
comng respondent’'s determ nation of a reasonabl e addi-
tfonto a bad debt reserve is greater than the usual
burden facing one who seeks to overcome the presunption
of correctness which attaches to an ordinary notice of
deficiency. pel lant must do nore than denonstrate that
Its additions to the reserve were reasonable; it nust
establish that respondent's determnation of the addi-
tions was so unreasonable and arbitrary as to constitute
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an abuse of discretion. (Roanoke Vendi ng Exchange, |nc.
v. Conmi ssioner, 40 T.C. 735 %}963);

and Betty F. Fisher, Cal. St. Bd. of Equal., Jan. 7,
1975.)

The Black Mtor bad debt fornula utilized by
respondent was approved by the United States Suprene
Court in Thor Power Tool Co. wv. Commissioner, 439 U S.
522 [58 L.Ed.2d 785] (1979), and by this board in the
Appeal of Brighton Sand and G avel Conpany, deci ded
August 19, 1981I. Since It 1s seftled that the BL%QK
Motor fornula is valid, the only question is whether
respondent abused its di scretion by using the forrmula in
this case. If a taxpayer's recent bad debt experience is
unrepresentative@or if the taxpayer can point to
conditions that will cause future debt collections to be
lens liknly than in the past, the taxpzyer is entitled to
an addition _larger than the Black Mtor formula would
provide.  (Thor” Power Tool Co.  v. Conm Ssioner, supra.)

_ Appel l ant contends that the instability of the
Mexi can econony during the appeal years caused the
Mot or formula to be'inapplicable and that the deval uation
‘of the peso made a larger addition to its bad debt
reserve necessary. Respondent apparently agrees that a
| arger addition would be necessary for 1982, the year in
which the peso was officially deval ued, but contends that
use of the Black Mtor fornula is ‘appropriate for the
years prior to 1982. Appellant argues that since respon-
dent agrees that a larger addition 1s needed in the year
of the official devaluation of the peso, appellant need
only prove that the actual devaluation occurred during
the years at issue. ~V€ need not determ ne whether this
Is correct, since appellant has not established }Pat an
actual devaluation occurred prior to 1982. Appellant
contends that any official devaluation of the peso is
preceded by an unofficial or 'black market' deval uation.
It further contends that the black market exchange rates,
"interest rates paid Mexican banks, and +the public's
perception during the appeal years establish that an
actual devaluation of the peso occurred several years
prior to the 1982 official devaluation. Unfortunately,
appel I ant has not supported these general assertions wth
evidence. Therefore, it has not proven that an actua
deval uati on occurred during the appeal years. Wthout
proof of an actual deval uation, appellant's only
justification for an addition larger than warranted by
past experience is Mexico's poor econonmic condition
Such generalizations regarding business or economc
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conditions do not neet the taxpayer's heavy burden of
proving that respondent's use of the Black Mtor fornula
was inappropriate and anounted to an abuse of discretion.
(Atlantic Discount Company, Inc. v. United States, 473
F.2d 2 th Cir. 73); Fairmont Homes, I|NC. V.
Commissioner, ¢ 83,209 T.C.M. (P-El) (1983).) V& nust
conclude, therefore, that appellant has not carried its
burden of proving that respondent abused its discretion
in reconputing a reasonable addition to appellant's bad
debt reserve.

~ Forthe above reasons, respondent's action nust
be sustai ned.
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to Sect|0n 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of SamEllis Store, Inc.! against proposed

assessnments of %d%ltl ona# franchxse tax in t he amounts of
$769, $2,900, an or the incone years ended
June 30, 1979 June 30, 1980, and June 30, 1981,

respectively, be and the sane is hereby sustai‘ned.

Done at Sacrament9, Callfornla} this 10th day
of Septenmber, 1986, by th: State 3sard of Equalization,

w th Board I\/bnbers M. Nevi ns, M. cCollis, M.

Dronenburg
and M. Harvey present.
Ri chard Nevins » Chai rman
—Conway H Collis ., Menmber

Er nest J. Dronenburg, Jr. , Member
Wil ter Harvey* + Menber
. Member

*For Kenneth Cory, per Governnent Code section 7.9
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